The book to market capitalization of firms become one of the common risk factor on asset pricing models. 
Introduction
, Sharpe (1964) , Lintner (1965) and Mossin (1966) version of CAPM, version of Capital asset pricing model (CAPM) is commonly used to estimate cost of capital and to value financial asset. The CAPM postulates that the market factor is the only factors which determined variations of expected return of stocks. Earlier studies immediate after the formulation of the model found supportive evidences for CAPM that is there is a liner positive relationship existed between stock return and market factor Black (1972) and Fama and MacBeth (1973) However, subsequent studies found evidences in contrast to such existence of linier relationship. Friend and Blume (1970) , Jensen, Black, and Scholes (1972) and Stambaugh (1982) found a flat relationship between stock return and market factor. This findings risen the doubt on market factor as a single factor to determining the expected stock return. Due to the inability of the market factor, researchers focused on identification of other risk factor which determines stock return. Rosenberg, Reid, and Lanstein (1985) found the Book to market equity is able to determine the variations of expected return of stock. They states that there is a positive liner relationship exist between book to market equity and stock return. The stocks with high book to market equity ratio earn higher return than stock with low book to market equity ratio. The return differences between higher and lower book to Journal of Management -Vol. 12 No.1 April 2015 market stocks is known as value premium.
The existence of value premium and positive relationship between stock return and book to market ratio were confirmed by the study of Fama and French (1992) , Davis (1994) , Lakonishok, Shleifer, and Vishny (1994) , Asness (1997) , Lewellen (1999) , Asness, Porter, and Stevens (2000) in US market.
The value premium is found in international market also, for example Chan, Hamao, and Lakonishok (1991) in Japan; Fama and French (1998) found value premium in international market such as Australia, Belgium, France, Germany, Hong Kong, Japan, Netherlands, Singapore, Sweden, Switzerland and UK; Fraser and Page (2000) in South Africa and Griffin (2002) in Canada. Capaul, Rowley, and Sharpe (1993) in developed market such as France, German, Switzerland, UK, Japan and USA; Rouwenhorst (1999) found in developing markets such as Argentina, Brazil, Chile, Greece, Indonesia, India, Jordan, Korea, Malaysia, Mexico, Nigeria, Philippines, Taiwan, Turkey, Venezuela and Zimbabwe.
Even though the existence of the value premium were found in several developed and developing market, evidences for existence of value effect in Sri Lankan context is seems hard to find in literature. Hence, there is a question that weather the value effect is exist in Sri Lankan capital market. There is an another question that weather the cross sectional relationship between stock return and book to market ratio is exist in the Sri Lankan capital market.
Therefore, this study empirically examines the existence of value effect and cross sectional relationship between stocks return and Book to Market ratio in the Colombo stock market. Rosenberg et al. (1985) test relationship between stocks return and BE/ME in US market. For this test they used 1,400 of the largest U.S.
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companies from the New York Stock Exchange (NYSE), and a few from other exchanges like the AMEX and NASDAQ in the COMPUSTAT database during the period between from January 1973-September 1984. They found a positive relation between average stock returns and BE/ME (book value of common equity (BE) / market value of common equity (ME)).
Higher return earned by the stocks which are having higher value of BE/ME and lower return earned by stocks which are having lower value of BE/ME than control for betas in US market.
Similarly, Chan et al. (1991) They used annual return (for estimating beta) and monthly returns (for estimating BE/ME) of all stocks in NYSE and AMEX during the period 1927 to 1990. They observed a linear relationship between the beta and crosssection of expected stock returns. The BE/ME and returns relationship is much weaker than predicted by Fama and French (1992) . Further they suggested that the data taken from the COMPUSTAT is affected by a selection bias and provides indirect evidence. Therefore they used S&P 500 from 1947 to 1987 as alternative data source to overcome the bias on the data and the analysis found that the relationship between BE/ME and average return is weak. Lakonishok et al. (1994) formed portfolios based on value strategies to investigate the role of different characteristic of firms such as sales growth (GS), size, E/P, C/P and Book to market in explaining the cross-section of returns.
They followed Fama and MacBeth (1973) methodology and used stocks from NYSE and Table 1 shows number of stocks included in the sample of this study in each decile portfolio at end of March t each year. -tailed) .000 N 25349 25349 **. Correlation is significant at the 0.01 level (2-tailed).
RESULTS AND DISCUSSION
Book to Market equity of each stock and monthly return of each stock. The correlation coefficient is 0.046 on 24014 observations during the study period. The p value is 0.00 is less than alpha value of 0.05. Therefore the null hypothesis is rejected at 95% confidence level and the correlation is significant. It is evidence that there is a weak positive correlation between market capitalization and stock return exist in stocks listed on CSE during the study period. 
Conclusion
This study examines existence of value effect on stocks returns in the Colombo stock market. 
